We examine the valuation of financial statement note information at the time of 10-K filings.
Introduction
This study examines the equity market's and equity analysts' responses to financial statement note information at the time of 10-K filings. Financial statement note information is an integrated part of the financial statements. The note information first becomes available to the public when companies file their 10-K reports. Prior studies examining the information content of 10-K filings document mixed evidence (e.g., Foster et al. 1978; Stice1991; Easton and Zmijewski 1993; Qi et al. 2000; Griffin 2003; Asthana et al. 2004) . However, these studies use unsigned market reaction measures and focus on the market response to the filings of the 10-K reports per se, rather than a specific piece or set of information contained in the reports. On the other hand, numerous studies have documented the value relevance of individual accounting item disclosed in the notes to the financial statements using a long-window research design (see, e.g., Landsman 1986; Barth, Beaver, and Landsman 1992; Bowman 1980; Ely 1995; Aboody, Barth, and Kasznik 2004; Landsman, Peasnell, and Shakespeare 2008) . In this study, we draw on these two strands of literature to investigate the market reaction to a set of note information around its release in the 10-K filings.
We conjecture that detailed note information is impounded into stock prices around 10-K filings, because it is used by financial statement users to compute accounting adjustments.
Specifically, financial statement users conduct rigorous accounting analysis to improve the usefulness of the financial statements for assessing the economic performance and health of the company in question.
1 A key product of accounting analysis is accounting adjustments, which are calculated using information disclosed in financial statement notes. For example, note information can be used to capitalize the assets and liabilities associated with operating leases.
These adjustments correct missing or misclassified expense and revenue items, and thus make the adjusted income statement numbers more informative of the economic performance of a company.
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To shed further light on our conjecture that note information is incorporated into stock prices because financial statement users employ it to conduct accounting analysis and compute accounting adjustments, we examine the role played by equity analysts in this process. Equity analysts are sophisticated financial statement users, who routinely study the financial statements and associated notes of the companies they cover. We hypothesize that equity analysts use the note information to assess and calculate the accounting adjustments needed. When the amount of the adjustments required is different from the analysts' prior expectations, it will affect their assessments of the company's future performance and valuation. Given the new information, analysts revise their target price estimates, thereby impounding financial statement note information into stock prices.
We test our conjecture using a panel of non-financial firms, from 2002 to 2007, with adjusted income statement data from Moody's Corporate Financial Metrics (MFM), the dates of 1 Generally Accepted Accounting Principles (GAAP) have shortcomings, including not accurately reflecting the economics of the underlying transactions (gaps) and providing too much flexibility. One concern with gaps in GAAP is that managers can take advantage of the gaps by strategically structuring a transaction to obtain a management-preferred accounting treatment. Entering into operating leases and granting at-the-money employee stock options (before the SFAS 123R period) are two examples. One concern with flexibility in GAAP is that management can choose alternatives that benefit them to the detriment of other stakeholders. 2 Accounting analysis and adjustments are discussed ubiquitously in financial reporting and financial statement analysis courses and textbooks. See, e.g., Palepu, Healy, and Bernard (2004) , Penman (2006) , Revsine, Collins, and Johnson (2004) , Stickney, Brown, and Wahlen (2007) , White, Sondhi, and Fried (2002) , Wild, Subramanyam, and Halsey (2006) , and Koller et al. (2005) . As a specific example, in their discussion of accounting analysis, Palepu et al. (2004, 3-1) state that an "important skill is adjusting a firm's accounting numbers…to 'undo' any accounting distortions...." the 10-K filing from the SEC, and analysts' reports with target price estimates from Investext.
We use MFM adjustments to proxy for the amount of accounting adjustments that an average financial statement user would make. MFM employs financial statement note information and additional assumptions to calculate standard adjustments to eight accounting items, as well as non-standard adjustments to highly judgmental accounts (Moody's 2006) . The methodology used by MFM is conceptually similar to the treatments found in many financial reporting and financial statement analysis books. Hence, financial statement users can potentially construct a similar set of accounting adjustments, making the MFM numbers a reasonable proxy for the accounting adjustments that financial statement users would make, given the note information.
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The results of our empirical analysis support our conjecture. First, stock returns around 10-K filings are positively related to the changes in accounting adjustments. This is consistent with equity market participants finding the accounting adjustments and, hence, the note information used to compute them, useful in determining firm value. Second, analysts are more likely to revise their target price estimates shortly after 10-K date for companies that require a large unexpected accounting adjustment (in either direction). Third, those analysts who do update their target prices in a short window around the 10-K date, revise their target price estimates consistent with the sign and magnitude of the change in accounting adjustments. The last two pieces of evidence lend support for our hypothesized mechanism by which detailed financial statement note information is impounded into security prices.
3 Although the MFM data are available mainly for firms with Moody's rated debts, discussions with Moody's staff indicates that the clients of MFM include equity institutional investors. This suggests that the MFM adjustments appeal to more than debt investors and analysts. The fact that the MFM data are geared toward debt market participants might be an advantage for us in the sense that our results are less likely attributed to a mechanical relation between our variables of interest (stock returns and equity analysts' actions) and the MFM-based accounting adjustments. Given that Moody's is one of the major bond-rating companies, its research is likely to have a direct impact on bond prices and ratings, as shown in Kraft (2008) and Batta, Ganguly, and Rosett (2009). Our study contributes to four strands of literature. First, our results contribute to the 10-K literature. While early studies such as Foster et al. (1978) , Stice (1991) , and Easton and Zmijewski (1993) find little evidence of a 10-K market reaction, later studies such as Qi et al. (2000) , Griffin (2003) , and Asthana et al. (2004) document a significant market response to 10-K reports during the EDGAR era. However, these studies are silent as to what specific piece of information in the 10-K reports investors are reacting to. These studies use unsigned measures such as return volatility, absolute value of returns, or trading volume around the 10-K filing date. Balsam, Bartov, and Marquardt (2002) find that the releases of the full set of financial statements at 10-Q filings allow investors to estimate discretionary accruals and respond to it accordingly at the 10-Q filing dates. Our study is similar to Balsam et al. (2002) in that we identify specific information in the 10-K report, namely notes to the financial statements, and use it to predict ex ante how the market would react. Hence, we contribute to this literature by showing that both the stock market and equity analysts react to the financial statement note information in a predictable way at the time of 10-K filings. Second, we add to the value relevance literature, which shows that financial statement note disclosures are reflected in equity prices (see, e.g., Landsman 1986; Barth, Beaver, and Landsman 1992; Bowman 1980; Ely 1995; Aboody, Barth, and Kasznik 2004; and Landsman, Peasnell, and Shakespeare 2008) . In particular, we find evidence consistent with equity analysts using detailed note information to make accounting adjustments, which induce them to revise their target price estimates that in turn impact stock prices. By tying the price implication of the note information to a subset of the sophisticated financial statement users, we help rule out the possibility that the results reported in prior studies are partly attributed to spurious correlation.
We also conduct our empirical analysis using a short-window event-study design, which allows us to tightly link the availability of note information to the market's reaction and analysts' actions, thereby mitigating the possibility of correlated omitted variables problem that affects prior studies using a long-window research design (see, Barth, Beaver and Landsman 2001 and Holthausen and Watts 2001 for further discussions).
Third, our results provide additional support for the role of analysts as information intermediaries as opposed to information gatherers (see, e.g., Lang and Lundholm 1996) .
Analysts process the note information in company 10-K reports and transmit it to the capital market in the form of target price revisions. Fairfield and Whisenant (2001) show that the Center for Financial Research and Analysis (CFRA) successfully identifies companies with aggressive accounting and document that companies "caught" by CFRA experience a drop in operating performance and exhibit 10% negative abnormal returns in the following year. CFRA applies its custom analysis on a small set of firms, which tend to have highly unusual activities or very aggressive accounting for a specific accounting item. In contrast, our study uses MFM data, which apply a comprehensive and systematic set of adjustments to a large sample of firms. set of adjustments systematically to all companies. Our study also differs from this literature as we conduct our tests using a short-window event study design. We also investigate the actions of equity analysts in the incorporation of financial statement note information into stock price.
The next section describes our data and provides summary statistics on Moody's adjustments. Section 3 investigates the market response to accounting adjustments around the release of financial statements at 10-K filing dates. Section 4 examines the role of equity analysts in the incorporation of the accounting adjustments and, hence, financial statement note information into stock prices. Section 5 concludes.
Data

Sample selection
The initial sample includes all companies in Moody's Corporate Financial Metrics (MFM) database, which is our source of the adjusted financial statement data. We download all annual financial statement data, including GAAP reported and MFM adjusted balance sheets and income statements for the time period from 2002 until 2007, for U.S. non-financial companies.
This process results in 8,327 firm-year observations for 1,564 U.S. firms. We match the MFM data with the CRSP-COMPUSTAT merged database (CCM) at the firm level by equity ticker symbol and firm name. We hand-collect target price estimates from analysts' reports downloaded from Investext; we match our sample firms to Investext by name and ticker symbol.
Our requirement of stock returns limits the analysis to firms with publicly traded equity. By using some financial statement data from CCM, we avoid losing one year of sample observations.
For example, in certain tests we use lagged assets as a scaler. After this step, our sample contains 4,944 firm-year observations for 958 U.S. firms.
Our empirical tests focus on a short window centered on the 10-K filing date. We obtain the filing dates from the Securities and Exchange Commission. While it is possible that Moody's analysts have obtained 10-K information privately before the 10-K is publicly filed, MFM does not publicly issue their adjusted data for at least seven to ten business days following the 10-K filing date. Hence for our primary tests that focus on the 10-K event window, equity analysts and other market participants have access to 10-K information but do not have access to MFM adjusted numbers. We believe these adjustments correct missing or misclassified expense and revenue items on the income statement, making the adjusted earnings subtotal numbers more useful. In particular, adjusted earnings before interest and taxes (EBIT) better reflects the operating performance of the company, while the adjusted items between EBIT and net income before unusual items better reflects the financing and tax strategies of the company. Finally, the adjusted items below net income before unusual items will better reflect the transitory component of earnings.
Accounting adjustments
8 Table 2 , panel A provides descriptive statistics about the effect of each adjustment on net income before unusual items. Consider adjustments to underfunded defined benefit pensions.
8 Financial statement analysis and adjustments also have the potential to improve accounting comparability across companies. In this study, we do not examine the effects of adjustments on comparability, using for example measures as in De Franco, Kothari, and Verdi (2009) .
The mean adjustment for all firm-year observations is -0.22% of (lagged total) assets, consistent with the frequency and magnitude of negative adjustments outweighing that of positive adjustments. The table shows that negative income adjustments occur for 47% of observations while 21% of adjustments affect income positively. For the 5% of observations with the most negative adjustments, income is adjusted downward by 1.35% or more of assets. In contrast, the 95% percentile of adjustments is 0.17% of assets.
The standard deviation column indicates that some adjustments vary considerably more than others. Most of the variation in the Total adjustments, the sum of the individual adjustments, is driven by variation in unusual and non-recurring items, followed by non-standard adjustments, stock compensation and underfunded pensions. The mean Total adjustment to income is -0.05%
of assets, consistent with most Total adjustments being negative (i.e., 68% of observations).
Panel B of Table 2 provides the same descriptive statistics for the effect of each adjustment on EBIT. The prevalence of positive adjustments to EBIT is much higher than the corresponding adjustments to net income before unusual items reported in panel A. For example, the mean Total adjustment is 1.05% of assets, compared with that of -0.05% on net income before unusual items. Of the Total adjustments, 66.5% result in an increase to EBIT, compared to only 30.5% of adjustments (from Panel A) leading to an increase in net income before unusual items. This pattern is consistent with many of the adjustments decreasing expenses before interest and taxes (hence, EBIT increases) and increasing expenses below EBIT (hence, net income before unusual items decreases).
Stock Market Reaction around 10-K Filings
We investigate stock market reaction to the accounting adjustments around the release of the 10-K reports to test the market valuation of the financial statement note information. The 10-K filing event is critical because the information needed to calculate the adjustments (e.g., the interest on the projected benefit obligation, actual gains or losses on pension assets, the interest and depreciation components of operating lease expense, the amount of capitalized interest, or employee stock option costs) is included in the notes to financial statements filed with the 10-K report and is typically not available before that time. We test whether the adjustments are associated with the market reaction around the 10-K filing using the following regression equations:
CAR it is the cumulative abnormal return obtained from CRSP from one day before to five days after the year-t 10-K filing date. Abnormal returns are computed as firm raw returns less the CRSP size-matched decile index returns. The 10-K filing date is obtained directly from the SEC's EDGAR website.
∆AdjNI is Moody's adjustments to firm i's net income before unusual items for year t less Moody's adjustments for year t-1, scaled by lagged total assets. By subtracting last year's adjustments, we are implicitly using last year's adjustments as analysts' expected amount. The admittedly coarseness of, and hence the noise in, our measure of expectations should weaken the power of our tests. 9 The second equation decomposes the net income (before unusual items) adjustments into those that affect EBIT and those that affect the difference between EBIT and net income (before unusual items). ∆AdjEBIT is Moody's adjustments to firm i's EBIT for year t less Moody's adjustments for year t-1, scaled by beginning total assets, and ∆AdjOTH is ∆AdjNI less ∆AdjEBIT.
Adjustments to net income (or its components) exclude the adjustments to unusual and nonrecurring items. Instead we augment the specification with the variable AdjUNUSUAL, which is
Moody's unusual and non-recurring adjustments to firm i's net income for year t. For these adjustments, the predictions are not clear. By definition these items are not expected to persist in the future, so we do not use last year's amounts as an expectation. Hence, we use the level of this variable rather than the change. We expect the coefficient on this value to be significantly smaller compared to that on adjustments to EBIT or net income before unusual items, which we do expect to persist. However, prior research shows that these types of items do persist, at least in part (e.g., restructuring charges). If so, the contemporaneous value in levels may contain significant noise. To help alleviate any possible noise we include the previous year's value LagAdjUNUSUAL in the model. If there is persistence in these adjustments then we would expect this variable to load in a direction opposite to the coefficient on its contemporaneous counterpart, AdjUNUSUAL.
Using earnings announcement dates from I/B/E/S, we find that about 26% of our observations have earnings released within the 10-K filing window. To control for the confounding effect of the earnings announcement, we include in the model the variable EarnSurprise, which equals firm i's earnings surprise if earnings is announced inside the 10-K filing window, and zero otherwise. We compute earnings surprise as actual earnings per share (EPS) for period t minus the mean of analysts' EPS forecast, scaled by stock price measured at the end of year t-1. Other firm controls include Book-Market, measured as the ratio of the book value of equity to the market value of equity for year t, and Size, measured as the logarithm of the market value of equity for year t. We also control for year fixed effects and cluster the standard errors at the firm level. Table 3 , Panel A presents descriptive statistics for the variables used in these tests. The sample for these tests consists of 3,069 firm-year observations, which is smaller than that used in the tests reported in Table 2 because of data requirement for the explanatory variables. The mean seven-day cumulative abnormal return (CAR) from one day before to five days after 10-K filing is 0.2%, with a standard deviation of 4.4%. The average change in the adjustment to net income before unusual items is 0.3% of lagged total assets. The book-to-market ratio of the average firm is 0.436.
Panel B of Table 3 summarizes the estimation of Equations 1 and 2. Column (1) shows that the estimated coefficient on ∆AdjNI is 0.075 and statistically different from zero, suggesting that positive adjustments to net income are associated with positive stock returns around the 10-K filings. (Significance levels are based on one-tailed tests where there is a prediction for the sign of the coefficient and based on two-tailed tests otherwise for all tests in this study.) Similarly, Column (2) finds that the estimated coefficients on ∆AdjEBIT and ∆AdjOTH, the two components of ∆AdjNI, are 0.096 and 0.060, respectively. This result indicates that the market reacts more to the adjustments to EBIT than to the adjustments to the line items below EBIT.
Furthermore, AdjUNUSUAL exhibits a statistically negative association with stock return around the 10-K filing date. Taken together, these results are consistent with stock market participants using 10-K note information to analyze accounting issues and to compute the appropriate adjustments to the financial statements. As a result, the detailed note information is incorporated into stock price because it is being used by financial statement users to compute accounting adjustments.
Some of the note information needed to analyze the accounting issues or make adjustments appears in the 10-Q quarterly reports and equity market participants can potentially take advantage of these interim data to extrapolate the annual figures. As a result, the market's expectation of the adjustments for the current year will not be based on last year's numbers and we will measure unexpected adjustments with errors. To allow for such a possibility, we add to the regressions the corresponding changes in the adjustment terms cumulated over the first three quarters of the year (∆Adj3Q_DUM, ∆AdjNI3Q, ∆AdjEBIT3Q, and ∆AdjOTH3Q). Table 3, Columns (3) and (4) show that, even after allowing for the update of market's expectation using quarterly note information, the results on all the annual adjustment terms are similar to those reported in columns (1) and (2), and hence corroborate our original inferences. In particular, the market values ∆AdjNI, ∆AdjEBIT, and ∆AdjOTH positively, but not the quarterly update terms.
Taken together, the findings reported in Table 3 are consistent with financial statement users employing the 10-K note information to analyze accounting issues and make accounting adjustment, thereby impounding the note information into stock prices. These results add to the literature on the information content of 10-K filings by showing that notes to the financial statements, a subset of the information in the 10-K report, is informative. Further, these results add to the value relevance literature by showing that note disclosures are also priced in a shortwindow around their releases.
Analysts' Target Price Revisions around 10-K Filings
The results from the last section are consistent with the accounting adjustments and the corresponding financial statement note information being informative. In this section, we examine the potential mechanism by which this note information is incorporated into stock prices. By doing so, we hope to better understand the underlying link between the note information and stock prices and to rule out the possibility that the documented results are spurious.
Specifically, we investigate the actions taken by equity analysts in responding to the release of note information in the 10-K filings. Equity analysts are known to scrutinize the financial statements and the associated notes of the companies they follow. If analysts use the note information to compute the necessary accounting adjustments, any news in accounting adjustments will change analysts' assessments of the company being analyzed.
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In Section 4.1, we examine whether analysts are more likely to revise their target price estimates for companies that require a large unexpected accounting adjustment to their GAAP earnings. In Section 4.2, we test whether the direction of the target price revision is proportional to the direction of the unexpected accounting adjustment, conditional on analysts making an accounting adjustment. Unlike the tests in section 3, which are conducted using firm-year data, the tests in this section are conducted at the analyst-firm-year level.
We use target price as our main variable of interest, because it represents the sum of the discounted future cash flows and, hence, it gives us a comprehensive measure of the importance of the adjustment information. Accounting adjustments are meant to generate a better measure of economic earnings and they have implications for both short-term and long-term expected cash flows. For example, an unexpectedly higher employee stock compensation adjustment (in the pre-SFAS 123R period) can be due to an increase in the usage of stock-based compensation, which will have an immediate effect on analysts' forecasts of near-term cash flows, and could 10 For example, retail-industry analysts often capitalize operating leases (e.g., Lejuez et al. 2006) . Some large brokerage firms have separate analysts who engage exclusively in accounting analysis. These analysts often monitor the views and regulations of the SEC or the FASB (e.g., Zion and Carcache 2005) or focus on specific accounting issues as they become more topical about a large cross-section of companies (e.g., Levinson 2006) . via its incentive effect, have an incremental effect on long-term expected cash flows. Revisions to target price reflect the changes in the sum of the discounted expected future cash flows and, hence, it provides the desired measure that captures the effect of the accounting adjustments on both short-and long-term cash flows. 
Analysts' decision to revise their target prices around 10-K filings
We first test whether analysts are more likely to revise their target prices shortly after the release of the 10-K reports if the magnitude of the unexpected adjustments is larger. If note information is being used by analysts to conduct accounting adjustments, we expect that the likelihood of analysts revising their target price estimates to increase with the absolute magnitude of the unexpected adjustment. We test this prediction using the following logistic models:
TgtPriceRevDum itj is an indicator variable that equals one if analyst j issues a report that contains a target price revision for firm i one day before to five days after the year-t 10-K filing date, zero otherwise. 12 The explanatory variables are defined in section 3, under equation 2. We take the absolute value of adjustment variables (∆AdjNI, ∆AdjEBIT, ∆AdjOTH, AdjUNUSUAL, and LagAdjUNUSUAL) because we predict that larger adjustment changes in either direction will cause the analyst to update their target prices. Different from the firm-level market reaction tests in section 3, EarnSurprise itj is specific to each analyst j. EarnSurprise itj equals firm i's actual earnings per share (EPS) for period t minus analyst j's forecast of EPS, scaled by stock price measured at the end of year t-1 if earnings is announced inside the 10-K filing window, and zero otherwise. We also control for year fixed effects and cluster the standard errors at the firm level.
The sample for these tests includes all analysts who actively follow the company. In particular, to be included in this analysis, an analyst must issue at least one report for firm i within the six-month period ending on the day of firm i's earnings announcements for year t and at least one report for the same firm within the 12-month period beginning on the day of the earnings announcement. All reports, the source of our target prices, are collected from Investext.
A total of 24,133 observations at the analyst-firm-year level meet this criterion. The number of firms in the sample decreases from the previous analysis because of the coverage requirement, which is generally associated with the selection of larger firms with more actively-traded securities.
Of our analyst-firm-year observations, 1,742 or 7.2% have target-price revisions around the 10-K filings (i.e., TgtPriceRevDum = 1). Hence, the majority of analysts do not react to the 10-K information. This low percentage might be due to at least three reasons. First, it is possible that some of this information has been pre-empted by quarterly reports or analysts' private research.
Second, analysts might update their target price estimates after our seven-day event window.
Third, analysts might deem the required incremental adjustments immaterial (or low signal-tonoise ratio) to alter their prior expectation. To the extent that not enough analysts respond to the 10-K filings, it will make it difficult for us to find support for our empirical prediction. (whether an analyst issued a target price revision around the 10-K filings), for the variables used in these tests. Consider the first set in which a target price was revised (i.e., TgtPriceRevDum = 1). The mean absolute value of the annual change in adjustments to net income (i.e., |∆AdjNI|)
and EBIT (|∆AdjEBIT|) are both 0.9% of total lagged assets. The corresponding figures for the set in which a target price was not revised (i.e., TgtPriceRevDum = 0) are only 0.6%. Moreover, the standard deviations of these two variables are greater for companies with than for those without a revised target price.
Panel B of Table 4 summarizes the results of estimating Equations 3 and 4. Consistent with our prediction, column (1) indicates that the coefficient on |∆AdjNI| is positive and significantly different than zero. This finding supports our prediction that the likelihood of analysts revising their target price estimates increases with the magnitude of the adjustment to net income before unusual items. Column (2) shows that the effect of adjustments to net income is driven by adjustments to EBIT and not by the non-EBIT adjustments. The coefficient on |∆AdjEBIT| is positive and significantly different than zero, while the |∆AdjOTH| coefficient is insignificant. In other words, adjustments to the operating components of earnings (EBIT) affect the likelihood that analysts revise their target price estimates.
There is no evidence that adjustments to unusual items in the current or lagged period affect target price revision occurrence. In terms of control variables, the estimated coefficient on the magnitude of earnings surprises for those firms with earnings announcements around 10-K filing is significantly positive, which is consistent with our expectation. The probability of analysts revising target prices at the time of the 10-K filing is increasing in firm size, possibly because the economic significance of 10-K information is greater for larger firms.
To allow for the possibility that analysts use the note information in 10-Q reports to update their expectation for this year's adjustments for current year, we add to the regressions the corresponding absolute changes in the adjustment terms over the first three quarters of the year.
Columns (3) and (4) show that, even after allowing for the update of analysts' expectation using quarterly note information, the results on our key variables |∆AdjNI|, |∆AdjEBIT|, and |∆AdjOTH| are similar to those reported in columns (1) and (2), and hence corroborate our original inferences. Both |AdjUNUSUAL| and |LagAdjUNUSUAL| exhibit an insignificant effect on the probability of analysts issuing a target price revision.
Overall, the Table 4 results are consistent with analysts using the detailed note information provided by the 10-K reports to analyze accounting issues when the potential benefits are greater, i.e., when the unexpected adjustments to the financial statements are greater in magnitude.
Analysts' target price revisions around 10-K filings
Having shown that the likelihood of analysts issuing a target price revision is increasing with the absolute magnitude of the accounting adjustment, we next turn to examine the effect of the adjustments on target price revisions for those analysts who issue a revision around the 10-K filing date. We use the following linear equations, which include a set of independent variables that are similar in spirit to equations 3 and 4. Since the dependent variable is the signed value of analysts' target price revisions and, hence, the accounting adjustment variables are also based on their signed values. The regression models are: 
TgtPriceRev is analyst j's target price forecast for firm i issued one day before to five days after the year-t 10-K filing date minus analyst j's prior target price forecast for firm i, scaled by the prior target price forecast.
Since we estimate Equations 5 and 6 on a subsample of analysts who issue a target price revision within seven days of the 10-K filings (i.e., TGTPriceRevDum=1), ordinary least squares estimates are subject to sample selection bias. We correct for this bias using the Heckman (1979) two-stage method, which assumes that the error terms in Equations 3 and 5 are jointly normal (the same for those in Equations 4 and 6). We include the Inverse Mills' ratio, computed from the Logistic estimates of Equations 3 and 4, into Equations 5 and 6, respectively, as an additional explanatory variable.
Descriptive statistics for the variables used in these tests are presented in Panel A of Table 5 .
The mean target price revision is 0.034. The average annual change in the adjustment to net income before unusual items scaled by lagged total assets, ∆AdjNI, is 0.001, while the averages for its two components, ∆AdjEBIT and ∆AdjOTH, are -0.001 and 0.002, respectively. By construction, the statistics for Book-Market and Size are identical to those reported for the "TgtPriceRevDum = 1" subsample in Panel A of Table 4 .
Panel B of Table 5 reports the estimation results. Column (1) shows that ∆AdjNI exhibits a positive association with analysts' target price revisions. Hence, an unexpected positive (negative) adjustment to net income before unusual items induces analysts to revise their target prices upward (downward). Column (2) indicates that the unexpected adjustment to the EBIT component of net income has the expected positive effect on target revisions; the coefficient on ∆AdjEBIT is positive and statistically significant. However, the other component ∆AdjOTH exhibits an insignificant association with the change in target price estimates.
As in section 4.1, we also augment the two regressions with the cumulative changes in the adjustment terms over the first three quarters of the year, thereby allowing for the possibility that analysts update their expectation from prior year's annual adjustments using quarterly note information. The results reported in columns (3) and (4) are qualitatively unchanged.
Overall, these results provide further support for the notion that analysts who update their target prices at the 10-K date are using the note information to analyze firms' accounting issues.
In addition to our main variables of interest, we find that the earnings surprise is not related to the target price revisions for those observations when earnings announcements fall within the 10-K filing window.
Market reaction to accounting adjustments and analysts' revisions around 10-K filings
Given the findings that equity analysts also response to accounting adjustments around 10-K filings with an update in their target price estimates, we examine the stock market reaction to accounting adjustments that is incremental to the reaction to analysts' revisions. In particular, we re-estimate Equations 1 and 2 (results reported in Table 3 ) augmented with the mean target price revision (TgtPriceRev) and mean earnings forecast revision (EarnFcstRev) for each firm and year. TgtPriceRev and EarnFcstRev equal to the value of the revision, if at least one analyst revises his/her target price estimate and earnings forecast, respectively, over the 10-K filing window; and zero otherwise. This test is conducted at the firm-year level and, hence, the sample is identical to the one used in Table 3 . Table 6 reports that, across all four model specifications, both analysts' target price and earnings forecast revisions have a statistically positive effect on the market reactions around 10-K filings. However, analysts' revisions do not subsume the explanatory power of the accounting adjustment variables. Specifically, the values and statistically significance of the coefficients on the adjustment terms are about the same as those reported in Table 3 . (The only exception is that the estimated coefficients on AdjUNUSUAL are no longer distinguishable from zero in columns 1 and 3). This finding suggests that other financial statement users, such as institutional investors and money managers, are also exploring the note information in their calculation of accounting adjustments. As a result, the accounting adjustment terms exhibit incremental explanatory power over and above those of analysts' target price and earnings forecasts revisions.
As documented in sections 4.1 and 4.2, ∆AdjEBIT but not ∆AdjOTH affects the likelihood of an analyst issuing a target price revision and the amount of the target price revision,
respectively. This suggests that equity analysts find adjustment to EBIT more informative in their assessment of future firm performance and valuation than adjustment to other component of net income before unusual items. This could explain why the market values ∆AdjEBIT more than it values ∆AdjOTH, as shown in both Tables 3 and 6.
Conclusion
We examine the valuation of financial statement note information around 10-K filings (the point at which this information first becomes available to the public). We conjecture that financial statement users explore the information in these notes to compute accounting adjustments to correct the imperfections in financial statements. We use a comprehensive set of financial statement adjustments implemented by Moody's to proxy for the accounting adjustments that financial statement users could make. We find that stock returns around 10-K filings are positively related to the accounting adjustments, calculated from note information. We further find that the likelihood of equity analysts updating their target price estimates at the 10-K date is increasing in the magnitude of the adjustments. Those analysts who do update their target prices at this time revise their estimates consistent with the sign and magnitude of the adjustments. These findings are consistent with financial statement users using financial statement note information to make accounting adjustments, thereby incorporating this information into stock prices.
Prior studies show that (a) 10-K filings are informative without isolating the specific information in the 10-K reports that is valued by investors, (b) financial statement note information is reflected in equity prices using a long-window research design, and (c) equity analysts can play an important role in this process. We contribute to these strands of literature by examining the valuation of accounting adjustments and, hence the financial statement note information used to compute them, in a short-window event-study design as well as by showing the role played by equity analysts in the incorporation of this detailed note information into stock prices. Our short-window research design allows us to more tightly link the 10-K accounting information to the market and analysts' reactions and rule out the possibility that our results are driven by correlated omitted variables.
APPENDIX Description of Moody's Accounting Adjustments
In this Appendix, we describe each of Moody's standard and non-standard adjustments, their purposes, and their effect on net income before unusual items and EBIT. Moody's (2006) provides more details on its methodology. The first six adjustments take a more standardized form and are summarized in Table 1 that is below net income before unusual items.
Depending on the line items being adjusted, EBIT can be affected, but net income before unusual items will be affected by construction. These items include atypical large transactions that are unlikely to recur, and gains or losses from the infrequent sales of non-operating assets.
For example, the selling of real estate by a company that rarely sells real estate and tax benefits of deductible goodwill whose depreciable life is ending.
h) Non-standard adjustments. Besides the standard adjustments, Moody' also make nonstandard adjustments on a case-by-case basis. These adjustments have the same objective as standard adjustments, which is to better reflect economic reality by using estimates or assumptions that are more prudent. Unlike the standard adjustments, however, these adjustments are at the discretion of the Moody's analyst. Non-standard adjustments usually relate to highly judgmental areas such as asset valuation allowances, impairments of assets, and contingent liabilities.
i) Inventory on a LIFO cost basis. Current U.S. GAAP allows companies to choose the LIFO cost flow assumption for inventory accounting. In an inflationary environment, LIFO inventory cost understates the value of inventory. Moody's adjusts the reported inventory balance on the LIFO basis using the FIFO cost assumption. However, it makes no adjustment to the income statement, because it believes that LIFO cost of goods sold better reflects current cost.
As a result, this adjustment has no effect on the income statement, and given our earnings focus in this study, this adjustment is hence excluded from our analysis. 
TABLE 3 Stock Market Response to Accounting Adjustments around 10-K Filings
This table examines the effect of accounting adjustments on stock returns around the 10-K filing window. Panel A reports summary statistics on firm-year level data. Panel B presents the multivariate test results. We regress eventwindow cumulative abnormal stock returns (CAR) on annual changes in adjustments to net income and its components, plus controls. Intercept and year fixed effects are included for each model but not tabulated. We estimate each model as a panel and cluster the standard errors at the firm level. Coefficient t-statistics are in parentheses. Significance levels are based on one-tailed tests where there is a prediction for the sign of the coefficient and based on two-tailed tests otherwise. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels, respectively. CAR is the cumulative abnormal return from one day before to five days after the year-t 10-K filing date, where abnormal returns is computed as firm raw returns less the CRSP size-matched decile index returns. ∆AdjNI is Moody's adjustments to firm i's net income before unusual items for year t less Moody's adjustments for year t-1, scaled by lagged total assets. ∆AdjEBIT is Moody's adjustments to firm i's EBIT for year t less Moody's adjustments for year t-1, scaled by beginning total assets. ∆AdjOTH is ∆AdjNI less ∆AdjEBIT. AdjUNUSUAL is Moody's unusual and non-recurring adjustments to firm i's net income for year t. LagAdjUNUSUAL is AdjUNUSUAL for year t-1. ∆Adj3Q_DUM is an indicator variables that equals one if Moody's provides quarterly adjusted income statement for the first three quarters of year t and year t-1; zero otherwise. ∆AdjNI3Q is Moody's adjustments to firm i's net income before unusual items for the first three quarters of year t less Moody's adjustments for the first three quarters of year t-1, scaled by lagged total assets. ∆AdjEBIT3Q is Moody's adjustments to firm i's EBIT for the first three quarters of year t less Moody's adjustments for the first three quarters of year t-1, scaled by beginning total assets. ∆AdjOTH3Q is ∆AdjNI3Q less ∆AdjEBIT3Q. EarnSurprise is firm i's earnings surprise if earnings is announced inside the 10-K filing window, and zero otherwise. Earnings surprise is the actual earnings per share (EPS) for period t minus mean analysts' forecast of EPS, scaled by stock price measured at the end of year t-1. Book-Market is the ratio of the book value of equity to the market value of equity for year t. Size is the logarithm of the market value of equity for year t. 
TABLE 4 Probability of Analysts' Target Price Revisions around 10-K Filings
This table examines the relation between the probability of analysts revising their target price around the 10-K filing window and the magnitude of the accounting adjustments. Panel A reports summary statistics on analyst-firm-year level data. In panel B, we estimate a logit model in which the dependent variable is whether an analyst updates his or her target price during the 10-K window. Independent variables include annual changes in adjustments to net income and its components, plus controls. Intercept and year fixed effects are included for each model but not tabulated. We estimate each model as a panel and cluster the standard errors at the firm level. Coefficient standard errors are in parentheses. Significance levels are based on one-tailed tests where there is a prediction for the sign of the coefficient and based on two-tailed tests otherwise. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels, respectively. TgtPriceRevDum is an indicator variable that equals one if analyst j issues a report that contains a target price revision for firm i one day before to five days after the year-t 10-K filing date, zero otherwise. ∆AdjNI is Moody's adjustments to firm i's net income before unusual items for year t less Moody's adjustments for year t-1, scaled by lagged total assets. ∆AdjEBIT is Moody's adjustments to firm i's EBIT for year t less Moody's adjustments for year t-1, scaled by beginning total assets. ∆AdjOTH is ∆AdjNI less ∆AdjEBIT. AdjUNUSUAL is Moody's unusual and non-recurring adjustments to firm i's net income for year t. LagAdjUNUSUAL is AdjUNUSUAL for year t-1. ∆Adj3Q_DUM is an indicator variables that equals one if Moody's provides quarterly adjusted income statement for the first three quarters of year t and year t-1; zero otherwise. ∆AdjNI3Q is Moody's adjustments to firm i's net income before unusual items for the first three quarters of year t less Moody's adjustments for the first three quarters of year t-1, scaled by lagged total assets. ∆AdjEBIT3Q is Moody's adjustments to firm i's EBIT for the first three quarters of year t less Moody's adjustments for the first three quarters of year t-1, scaled by beginning total assets. ∆AdjOTH3Q is ∆AdjNI3Q less ∆AdjEBIT3Q. EarnSurprise is firm i's earnings surprise if earnings is announced inside the 10-K filing window, and zero otherwise. Earnings surprise is the actual earnings per share (EPS) for period t minus analyst j's forecast of EPS, scaled by stock price measured at the end of year t-1. Book-Market is the ratio of the book value of equity to the market value of equity for year t. Size is the logarithm of the market value of equity for year t. | • | indicates that we take the absolute value of the variable. 
TABLE 5 Analysts' Target Price Revisions around 10-K Filings
This table examines the effect of accounting adjustments on analysts' target price revisions around the 10-K filing window. Panel A reports summary statistics on analyst-firm-year level data. Panel B presents the multivariate test results. In panel B, we regress signed target price revisions (TgtPriceRev) on annual changes in adjustments to net income and its components, plus controls. Intercept and year fixed effects are included for each model but not tabulated. We estimate each model as a panel and cluster the standard errors at the firm level. Coefficient t-statistics are in parentheses. Significance levels are based on one-tailed tests where there is a prediction for the sign of the coefficient and based on two-tailed tests otherwise. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels, respectively. TgtPriceRev is analyst j's target price forecast for firm i issued one day before to five days after the year-t 10-K filing date minus analyst j's prior target price forecast for firm i, scaled by the prior target price forecast. ∆AdjNI is Moody's adjustments to firm i's net income before unusual items for year t less Moody's adjustments for year t-1, scaled by lagged total assets. ∆AdjEBIT is Moody's adjustments to firm i's EBIT for year t less Moody's adjustments for year t-1, scaled by beginning total assets. ∆AdjOTH is ∆AdjNI less ∆AdjEBIT. AdjUNUSUAL is Moody's unusual and non-recurring adjustments to firm i's net income for year t. LagAdjUNUSUAL is AdjUNUSUAL for year t-1. ∆Adj3Q_DUM is an indicator variables that equals one if Moody's provides quarterly adjusted income statement for the first three quarters of year t and year t-1; zero otherwise. ∆AdjNI3Q is Moody's adjustments to firm i's net income before unusual items for the first three quarters of year t less Moody's adjustments for the first three quarters of year t-1, scaled by lagged total assets. ∆AdjEBIT3Q is Moody's adjustments to firm i's EBIT for the first three quarters of year t less Moody's adjustments for the first three quarters of year t-1, scaled by beginning total assets. ∆AdjOTH3Q is ∆AdjNI3Q less ∆AdjEBIT3Q. EarnSurprise is firm i's earnings surprise if earnings is announced inside the 10-K filing window, and zero otherwise. Earnings surprise is the actual earnings per share (EPS) for period t minus analyst j's forecast of EPS, scaled by stock price measured at the end of year t-1. Book-Market is the ratio of the book value of equity to the market value of equity for year t. Size is the logarithm of the market value of equity for year t. The Inverse Mills ratio is computed using the corresponding estimates from 
